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STATEMENT OF THE CASE

This matter came before the Utah State Tax Comanidsr a Formal Hearing on February
13, 2008. Based upon the testimony and evideresepted at the Formal Hearing, the Tax Commission
hereby makes its:

FINDINGS OF FACT

1. The matters before the Tax Commission in this dmreePETITIONER's appeal of
Respondent’s denial of a refund request for thmgdef December 1, 2000 through September 204200

(“Refund Request”), and a sale and use tax aeflitidncy for the period March 1, 2002 through Jayd,,
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2005 (“Audit Deficiency”).

2. The Original Statutory Notice regarding the refinadl been issued on February 21,
2006. Pursuantto the Respondent’s audit of iumderequest, Respondent issued to Petitioneuadedf tax
in the amount of $$$$$$. Subsequently, Resporateahded the audit of the refund request. The aeaknd
notice regarding the refund request was issuedanch/i7, 2007, and indicated an additional refurtdofn
the amount of $$$$3$.

3. The Statutory Notice of Audit Change regardingAlieit Deficiency for the period
of March 1, 2002 through January 31, 2005 wasmaity issued on December 29, 2005. Respondergdssu
an Amended Statutory Notice of Audit Change on Marc2007. The amount of sales and use tax defigie
indicated in the Amended Audit was $$$$$ along witkrest accruing thereon. No penalty was asdesse
with the audit.

4, Petitioner meets the SIC code requirements for rmufaaturing facility located in
Utah. Its DIVISION manufactures PRODUCT pursuantistomer construction specifications. Customer
contracts normally require that the DIVISION createl deliver blueprints showing the precise desfghe
PRODUCT. There is also a DIVISION that acquires MATERIALS and manufactures high precision
PRODUCTS to its customers’ exact specifications.

A. Normal Operating Replacements

5. The Refund Request and Audit Deficiency have begrowed to three issues. The
first being individual invoices involving purchasefstems of personal property, which Petitioneseaits are
exempt under the manufactures exemption as nonpeahting replacements as set forth in Utah Code Ann
59-12-104(14). The invoices for all of these itamese found in Petitioner’s repair and maintenammmunts.

There were only one or two parts per invoice thktted to any one individual piece of machinerg ftom
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this the Division concluded that these purchase® wet part of a full overhaul or rebuild of a pecf
machinery.

6. The first item was described by Petitioner as aRi@yy, Gasket and Roller; which
Petitioner indicated were parts for a forklift. #he hearing WITNESS A, Supervisor Mobile Equipment
Maintenance, testified that these parts were dgtpatchased after a complete overhaul of the fibrkHe
testified that he purchased these types of iteradwance, so that they would be available if thklifbbroke
down. He also testified that the fork lifts wolldve to be overhauled after every 5000 hours gfwisieh
could be from 2.5 to 5 years time depending orfdhdift. He testified he had purchased theseafter a
complete overhaul, to have on hand for future Baring his testimony at the hearing he did notkmdien
these parts at issue were actually used, or iftlaelybeen used as part of a total rebuild of tHdifip or as a
repair because the forklift had broken down.

7. The second item was a Ross P/N Silencer. Thipwahased to replace a silencer
that had exceeded its useful life of 10 years.s Was not a repair, but instead a replacement.Rblss P/N
Silencer was an improvement over the prior silenddris item was a piece of machinery or equipmeott,
just a small part of a much bigger machine like dkiger items. The Silencer helps eliminate theseoi
associated with the use of a pneumatic system.Sil@ecer is not part of the manufacturing procbaswas
necessary for safety of the workers. A witnes®fetitioner, WITNESS B, Maintenance Supervisoricat:d
that he was unaware if the device was required @ standards, but that the pneumatic system pemtiuc
such a significant amount of air pressure, witltbatuse of the silencer, it would damage employeass.
Overall the evidence indicated that this silencas wecessary for safety reasons, but that it wies piece of
manufacturing machine or equipment.

8. The third group of itemswas a ( X ) Bore Spraeked ( X ) 1 Inch Bore. These are
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sprockets used on the power roller. They are @ggddo last 3 years or more. These parts weretosadve
a large and heavy product through the stagesXf)and ( X ). They were installed between metand
power rollers, WITNESS B testified that the rolldid not wear out as they were made of MATERIAO®e
sprocket would wear out and have to be replacedtvibree times before the roller. From the infation
presented these items were used to replace patta¢ie no longer functioning.

9. The fourth itemwas a ( X ) 7/16 Bore SprocKehis part was a generic sprocket
used in the Pait-O-Matic machine. The Paint-O-Madid been purchased in 1991 and had been assifified a
year life. Petitioner has rebuilt this machineesalitimes. These sprockets are purchased selpdirate the
motor, and separately from the equipment to wHiehpiower is driven. The information indicated tiatse
items were used to replace parts that were notifumiog.

10. The fifth group of items was the Timken ( X ) Bieg and ( X ) Spring Disc. The
bearing was replaced concurrently with the hand baad puller system in the cold finish plant. Bpeing
disc controls the tension of bearings on the camd,must be replaced every ten years, along wéitlotier
component parts. The spring disk and bearing rapleesub-operation that takes place within the kéka
coil line, which was purchased in 1984 with an ioréd useful life of eight years.

11. The sixth group of items was the ( X ) Thompsal R 4 FT LG and ( X )
Thompson Bearing. The Division conceded the railild qualify for the exemption. Petitioner conagtiee
bearing would not qualify.

12. The seventh group of items was the ( X ) Clutskebly ( X ) Flywheel and ( X
) Bearing. These are replacement parts that weehpsed in anticipation of a break down of therikan
metal tag machine, which was purchased in 198Jaasigned a useful life of 10 years. Petitioneita@ss,

WITNESS B testified that the clutch assembly haghbehanged three or four times from when this iters
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purchased and every other part in the Pannier bad tebuilt or changed over the years. He aldoatet]
that the Pannier was completely overhauled last ({2&07).

13. The last, or eighth item in this category was th€ Bronze Pump. Atthe hearing,
the Division conceded that this item was exempt.

B. Special Foundation

14. In addition to specific invoices with items of pansl property, it was Petitioner’s
position that the purchase of a special foundatias exempt from tax under Utah Code Sec. 59-1211)4(
The foundation was constructed in the former PLANHetitioner cut a large hole in the slab floor and
excavated a 15-foot deep hole in order to createxéraordinary foundation upon which a large piete
manufacturing equipment would be attached.

C. Blue Print Computers

15. Petitioner also argued that certain computershwivigre purchased so that Petitioner
could create blueprints should be exempt. Pettigrcontracts with its customers for PRODUCT galier
require that Petitioner create and deliver a axfttie blueprints. The customers then send thepbints for
approval by architects and building inspectors. ewlthe blueprints are finalized, Petitioner inpihts
information into the floor computers. The floongputers control the manufacturing of the PRODUCHe
final blueprints are shipped with the final produghe blueprints are used by the customer asiict&in on
how to install and attach the joists, and are kepfuture reference. The charge for the blueprare not
separately priced or separately stated in the aointr

APPLICABLE LAW

1. For transactions that would otherwise be sulbjesales and use tax, Utah law provides for a

number of exemptions from taxation in Utah Code AgbP-12-104. The Utah Legislature has adopted a
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statute that exempts certain sales of tangibleopatproperty used in a manufacturing facility freates tax.

For the years at issue, Section 59-12-104 (14)32@bovided, in pertinent part:
The following sales and uses are exempt from tkestamposed by this chapter:

(14)(a) the following purchases or leases by a rzaturer on or after July 1,
1995:

2.

(i) machinery and equipment:
(A) used in the manufacturing process;
(B) having an economic life of three or more years]
(C) used:
(I) to manufacture an item sold as tangible perspraperty; and
(IN in new or expanding operations in a manufaotyfacility in
the state; and
(i) subject to the provisions of Subsection (14,)(mrmal operating
replacements that:
(A) have an economic life of three or more years;
(B) are used in the manufacturing process in a faatwring facility in
the state;
(C) are used to replace or adapt an existing madbiextend the
normal estimated useful life of the machine; and
(D) do not include repairs and maintenance;

For purposes of the manufacturing exemptiondanihg the periods at issue, Utah Admin.

Rule R865-19S-85 (2005)2 provided:

A. Definitions:

2. "Machinery and equipment" means:

a) electronic or mechanical devices incorporatedantanufacturing process from
the initial stage where actual processing beghrsugh the completion of the
finished end product, and including final procegsiimishing, or packaging of
articles sold as tangible personal property. Thinition includes automated
material handling and storage devices when thoséeke are part of the

1 In this Decision the 2005 version of the Utah Cuadlebe referred to for ease of reference. Althbulge
applicable statutory provisions remain substantidié same throughout the audit period, some o$tibsections
were renumbered over this period. However, sute@dgo the audit period, in 2006, the Manufactueetemption

was substantially revised regarding replacemernspar
2 Utah Admin. Rule R865-19S-85 as revised in 2008e fiule remained the same from 2002 though

2005. For ease of references the Commissiontoitd® 2005 rule and did not consider the reviston
materially affect the decision for the 2000-200 tiqub

-6-
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integrated continuous production cycle; and

b) any accessory that is essential to a continuousufaeturing process.
Accessories essential to a continuous manufactymiogess include: (i) bits,
jigs, molds, or devices that control the operatbmachinery and equipment;
and (ii) gas, water, electricity, or other simikupply lines installed for the
operation of the manufacturing equipment, but dghtire primary use of the
supply line is for the operation of the manufaatgrequipment.

B. The sales and use tax exemptions for new orrelpg operations and normal

operating replacements apply only to purchasessasels of tangible personal

property used in the actual manufacturing process.

1. The exemptions do not apply to purchases ofpesgderty or items of tangible

personal property that become part of the realgntgpn which the manufacturing

operation is conducted.

2. Purchases of qualifying machinery and equipmentnormal operating

replacements are treated as purchases of tangitsieral property under R865-19S-

58, even if the item is affixed to real propertyonpnstallation.

C. Machinery and equipment or normal operatindaegments used for a non-
manufacturing activity qualify for the exemptiorilie machinery and equipment or
normal operating replacements are primarily usednanufacturing activities.
Examples of non-manufacturing activities include:

1. research and development;

2. refrigerated or other storage of raw mater@syponent parts, or

finished product; or

3. shipment of the finished product.

3. A taxpayer must maintain appropriate recordsstablish that a purchase is exempt. Utah
Admin. Rule R865-19S-85(E)provides as follows:
The manufacturer shall retain records to suppoet ¢claim that the
machinery and equipment or normal operating repheces are qualified

for exemption from sales and use tax under theigions of this rule and
Section 59-12-104.

DISCUSSION

In this matter there was little disagreement betwe parties regarding the facts, Petitioner, lvewe
argued for a different interpretation of the laanfi the position taken by the Division in the RefiRequest

and the Audit Deficiency. The Commission notes thast of the issues were resolved between thiepart

-7-
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prior to the matter coming to the hearing. Alghissues that remained unresolved at the heariolyéd the
interpretation of the Manufactures’ Exemption aatyCode Sec. 59-12-104 (14). Both refund and audit
periods at issue occurred prior the 2006 revisiché Manufacturers’ Exemption, which did changel#w
substantively. The Commission, however, must aiysubstantive law in effect during the audiiqubr
Additionally in applying the facts established e tapplicable law, the Commission must considertttea
issues presented in this matter are tax exemptires. It is a well-settled principal of [3iat tax exemption
statutes are narrowly construed against the taxpaye

The firstissue presented at the hearing encomgrassember of purchases, which Petitioner argued
should qualify for exemption from sales tax as nma&ty and equipment that were normal operating
replacements. The second issue consists of slyemigistructed concrete footings made so thatiBetit
could anchor a piece of machinery for absoluteilggaduring operation. The third issue was a caortep
system used for producing blue prints. The Comiorissonsiders each of these issues in turn.
A. Items Claimed to be Normal Operating Replacements.

Utah Code Sec. 59-12-104(14) provides an exemfrsbomsales tax on a manufacturer’s purchases of
certain types of machinery and equipment. Theremeadispute that Petitioner would, in fact, qyadis a
manufacturer for purposes of the exemption. Thestion was whether the actual items purchasedrdier
the statutory definitions of “machinery and equipitie@r “normal operating replacements” as definethie
statute for purposes of the exemption.

As noted above in the findings, Petitioner clairaigtht purchases would be exempt as “machinery” or
“normal operating replacements” under Utah Code S8€12-104(14). Prior to the Formal Hearing the

parties agreed on two more of these items, leasixgt issue for the hearing. Of the six items, Ross

3 SeeCASE A v. Auditing Diy842 P.2d 876, 880 (Utah 1992)ASE B. v. State Tax Commé617 P.2d 397, 398 (Utah
1980);SF Phosphates LTD v. Auditing Dig46 Utah Adv. Rep. 18 (Utah 1998); aibcFarlane v. Utah State Tax Comm’n

-8-
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Silencer was clearly an item of machinery or eq@ptnbut its purpose was safety and not manufagjuri
Regardless that the Ross Silencer was necessprguent ear damage to employees in the manufagturin
facility, it is not manufacturing equipment anchi® exempt pursuant to Utah Code Sec. 59-12-104 (14

Regarding the five remaining items, the Commissiotes that they were not items of machinery or
equipment; instead they were parts or componentsachinery or equipment. Therefore, the Commission
must consider Sec. 59-12-104(14)(a)(ii) which pdeg an exemption for certain normal operating
replacements. From the invoices, it appears liest remaining items were purchased individualgsdwo
small parts of a much larger machine, indicatireg these parts were not purchased as part ofl@tehaul
or total rebuild of a machine. The testimony & tearing supported that the remaining five purehas
generally had an economic life of three years aremas required at Utah Code Sec. 59-12-104(1A)iixnd
were used in the manufacturing process, in a matwfag facility located in Utah as required by Se%-12-
104(14)(ii))(B). Itis the requirements at Secti®12-104(14)(ii)(C)&(D), however, that are thalss Based
on Subsection (C) & (D), the Commission must comsighether the part was purchased to “adapxisting
machine to extend the useful life” (emphasis added)was not for repairs or maintenance.

When interpreting a statute, the Commission lodds$ fo the plain language of the statutéhe
Commission gives the terms of the statute theinargt meaning. When interpreting a statute the @@sion
must assume that each term included in the statageused advisedly. SktacFarlane v. Utah State Tax

Comm’n 2006 UT 25 (2006). Further, where the Legiskathas not specifically defined the word the

2006 UT 25 (2006).

4 In Hart v. Salt Lake County Comm'a45 P.2d 125, 138 (Utah 1996) (citations omitteé)Court stated, “the primary rule of
statutory interpretation is to give effect to théent of the legislature in light of the purpodes statute was meant to achieve,
and the best evidence of the legislature’s intettié plain meaning of the statuteHarcules, Inc. v. Utah State Tax Comm’n
21 P.3d 231 (Utah Ct. App. 2000) the court indidatet if a statute fails to define a word, one ldause the dictionary
definition or usual meaning. MacFarlane v. Utah State Tax Comm2006 UT 25 (2006) the Court stated, “In undertgki
statutory construction, “we look first to the pldamguage of a statute to determine its meaningly ®hen there is ambiguity

do we look further.” (citation omitted) Moreovéwhen examining the plain language we must assiaiegach term included
in the [statute] was used advisedly.” (Citationstted).

-0-
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Commission considers its ordinary or dictionanyjimigbn. SeeHercules, Inc. v. Utah State Tax Commai
P.3d 231 (Utah Ct. App. 2000). Instead of phrashegy exemption to encompass all replacement part
purchases that extended the useful life, the Latyisd placed the limitation that the item purchasecst
“adapt” the existing machine to extend the useéfaldnd not for repairs or maintenance.

Webster’s Il New Revised University Dictionatgfines “adapt” as follows: “To adjust to a specif

use or situation.” It is clear that in draftingethtatute in this manner the Legislature did novide the
exemption merely for items used to replace a brgeghwith the same part, but instead the exempiiqties
to items used to replace a part, which may or nwybe broken, with something that would resultin a

adjustment to the machine that would extend isuléié#. Webster's || New Revised University Dimhary

defines “repair” as to “restore to sound condit@dter damage . . . [to] fix.”

Petitioner did not provide evidence that would sarpp finding that these parts were used to adapt
machinery to extend its useful life. These padgsamot used, or at least it was not shown thgitleee used,
in a major overhaul of a piece of machinery. Téstitmony for many of these items was that partewer
purchased in advance and to have on hand whengtiieaéent part in the machine broke down. Then
Petitioner's employees would replace the broken. plirthe parts were installed in a piece of maehy
because the equivalent part in the machine no foiugetioned and without its function the machioe,
component of the machine in which it was used, ol longer operate, replacing the broken pantépair.
The Commission notes that the evidence preserdasdhat several of the machines in which the paitsue
had been installed had already exceeded their etorife. Therefore, replacement of parts wouldegally
extend its useful life. However, if the part wastalled to replace a part that was no longer fanictg, this
becomes a repair, which is specifically not exefrggh sales tax.

Petitioner argued that the Division’s interpretatad the statute was unworkable. The Commission

-10-
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points out that the Utah Legislature revised thelacturers’ Exemption effective July 2006, towallaormal
operating repair or replacement parts to receigetemption. Respondent pointed to the fact bexethad
been a fiscal note attached to this legislativangbawhich would make it clear that the changelwaadening
the scope of the exemption. However, the Commissiast apply the substantive law in effect durimg t
audit period and that law did not provide for exd¢ionpfor parts purchased for repairs or maintenance
Petitioner is required to retain records to supfioetclaim of exemption. See Utah Admin. Rule
R865-19-85(E). When these parts were purchasaaubiees were accounted for as repairs and maintsn
Petitioner's witnesses at the hearing providedesgeneral information on what the parts were aed th
machines on which they were used, but not infomnasipecific enough to show that these parts were
purchased for anything more than repairs.
B. Concrete Footings.
Concrete footings are not items of machinery andpbegent and, therefore, are not exempt pursuant to
Utah Code Sec. 59-12-104(14). As Respondent natethe hearing, Utah Rule R865-19S-85(B)(1)
specifically provides that the Manufacturer’'s Exeimpdoes not apply to purchaser of real properitemns
of tangible personal property that become parhefreal property in which the manufacturing operats
conducted. The concrete footings are not machimedyequipmerftRespondent indicates the machinery and
equipment are defined by Utah Admin. Rule R865-88S-This rule makes it clear that machinery and
equipment are electronic or mechanical devisesrjracated into the manufacturing process. Concrete
footings are not electronic or mechanical deviaas, therefore are not exempt from sales tax asimegtor

equipment.

5 The Division cited tdMorton International, Inc. v. Auditing Division tifie Utah State Tax Comm’'814 p.2d

-11-
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C. Computersand Printersused for Blueprints.

It was Petitioner’s position that its purchaseceftain computers used in its process to design
blueprints should be exempt as manufacturing egeiinpursuant to Utah Code Sec. 59-2-104 (14).
Petitioner manufacturers PRODUCT which are usembirstruction of real property. Before the joists ba
manufactured, Petitioner must first deliver thedpitints of the joists to its customers. Theseninés must
be submitted for approval to building inspectord tire customer’s architect. After the blueprimésfanalized
a copy is printed for the customer and the spetifiaos from the blueprints are inputted into theofl
computer which operates the manufacturing equipmé&icbpy of the final blue print is given to thestomer
with the PRODUCT.

From the information discussed about this proce#isechearing, once the design is completed, it is
not sent directly into production from these congpsifat issue. The data first has to be inputtédedloor
computers. The floor computers control the machstethat they cut, measure and drill the compqpems
to the exact specifications needed. The Commisgiomes with Respondent that the computers usksbign
the blueprints are not part of the continuous maetufing process. These are not items of “manuifency
equipment” pursuant to Utah Admin. Rule R865-198A8&) and are not used in the “actual manufactyrrin
process,” as required in Utah Admin. Rule R865-89B).

CONCLUSIONS OF LAW

1. In Utah Code Sec. 59-12-104 (14)(a)(ii) the klegure provided a statutory definition
of “normal operating replacements.” Pursuant éodéfinition the item must have an economic lifthoée or
more years, be used in the manufacturing processrianufacturing facility, be used to replace apdn

existing machine to extend the normal estimatefuliffe of the machine and that the purchase reofds

581 (UT 1991) in support of its position that tipesial foundation did not qualify for the exemption
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repairs and maintenance. It is the Commissionmiglesion that the factual evidence available dicsopport
the position that the items Petitioner claimedeémbrmal operating replacements were anything tinane
repairs and maintenance.

2. As Respondent noted at the hearing, Utah R8E5R9S-85(B)(1) specifically
provides that the manufacturer's exemption doesapply to purchases of real property or items oifale
personal property that become part of the realgutgpn which the manufacturing operation is cortddc
Machinery and equipment are defined by Utah AdrRinle R865-19S-85. This rule makes it clear that
machinery and equipment are electronic or mechbd@ases incorporated into the manufacturing psece
The concrete footings are not electronic or medzmievices and they have been incorporated ietoethl
property. This purchase does not meet the reqeinestior exemption from sales and use tax unddr Ctale
Sec. 59-12-104 (14).

3. The computers used to design the blueprintsnateitems of “manufacturing
equipment” pursuant to Utah Admin. Rule R865-19%A8&) and are not used in the “actual manufacturin
process” as required in Utah Admin. Rule R865-19@§

DECISION AND ORDER

Based on the foregoing, the Commission deniesi®tegits appeal in this matter, other than
as to the items that the parties had previousbived as noted in the Findings of Fact. It is sieced.

DATED this day of 8200

Jane Phan
Administrative Law Judge
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BY ORDER OF THE UTAH STATE TAX COMMISSION:

The Commission has reviewed this case and the sigded concur in this decision.

DATED this day of 8200
Pam Hendrickson R. Bruce Johnson
Commission Chair Commissioner
Marc B. Johnson D’Arcy Dixon Pignanelli
Commissioner Commissioner

Notice of Appeal Rights. You have twenty (20) days after the date of thider to file a Request for
Reconsideration with the Tax Commission Appeald pumisuant to Utah Code Ann. 863-46b-13. A Request
for Reconsideration must allege newly discoverddence or a mistake of law or fact. If you do fileta
Request for Reconsideration with the Commissiae,dtder constitutes final agency action. You hiimiey

(30) days after the date of this order to pursdeijal review of this order in accordance with U@bde Ann.
§59-1-601 and 863-46b-13 et seq.

JKP/06-0179.fof

14



